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Two of the Issues in the [ 2Audit:
{1) Deducticon of Penalty under Subsection 162{(f).; and
{2) Inclusion of Advance Payment as Income.

DISCLOSURE STATEMENT

This advice constitutes return information subject toc I.R.C.
§& ©i03. This advice contains confidential information subject to
ztzorney-client and deliberative process privileges and is prepared
in contemplartion of litigation, subject to the attorney work
product privilege. Accordingly, the Examination or Appeals
recipient 0f this document may provide it only to those persons
whose official tax administration duties with respect to this case
require such disclosure. In no event may this document be provided
to Examination, Appeals, or other persons beyond those specifically
indicated in this statement. This advice may not be disciosed to
taxpavers or their representatives.

This advice is not binding on Examination or Appeals and is
rot a final case determination. Such advice is advisory and does
not resolve Service position on an issue or provide the basis for
closing a case. The determination of the Service 1in the case is to
EF2 made through the exercise of the independent -judgment of the
cffice with jurisdiction over the case.

ISSUES

{1) Under subsection 162(f) of the Code, should the Service

cisallow the deducticn by || o 2 s ccnalty (the

Fenalty}, which amount was based on "the economic benefit (if any)
resulting from" violations of the Clean Water Act, 33 U.S.C.
§ 1319{(d)~?

10781
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2y Skouid [Jjjj have recognized the $ payment
(Adsance Payment) as income upon its receipt in or should [}

Lave recognized $ of the Advance Payment in each of the
next four years in which
tne minimum amount of

CONCLUSICNS

1) Thre 3Zervice properly disallowed -s deduction of the
Fenalty.

12) - should have reccgnized all $_ of the Advance
Payment as income when [JJJj received the Advance Payment in

FACTS

‘1Y  The Penalty

n two public interest groups sued -through its
subsidiary In the First Amended Complaint, the plaintiffs
allieged that discharged pellutants through its h
wastewater treatment plant and that the pollutants ended up in the
First Amended Complaint, p. 8, 9 22. They
alieged violations of sections 301 and 307 of the Clean Water Act,
33 U.S5.C. §§ 1311 and 1317. I1d. at p. 1, 9 1. They reguested that
Il e ordered to comply with applicable pretreatment standards.
Id. at p. 10, 99 2-4. They also requested that [ be ordered to
pay "civil penalties up to § per day for each vioclation of the
Clean Water Act occurring from to the present," under

33 U.S.C., § 1319(d). Id. at pp. 10-11, 9 5. Finally, they
requested an award of fees and costs under 33 U.S.C. § 1365(d).
I4d. av p. 11, 9 6. The Envircnmental Protection Agency intervened,

alleging similar violations. Consent Decree, p. 2.

In B :hc parties signed a Consent Decree, which
stated:

WHEREAS, the parties have negotiated in good faith the
civil penalty in paragraph 33, such amount being based in
large part upon the alleged economic benefit enjoyed by
Defendant as a result of the acts complained of by Plaintiffs;

* * * * * * *

33. . . . Defendant shall pay a civil penalty in the
amount of S| -1us interest to the United States.
Consent- Decree, pp. 2, 25.
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- also agreed to comili with a program for treating its

discharge and to pay $ in fees and costs to the public
interest groups. I4. at pp. 7-25, 99 8-32, p. 32, 1 4s.

on its [l return, [ ceducted the S| trat it had
accrued as the expected amount of the Penalty, as well as S| [ [ ]JER
in expected litigation costs. [Jldisclosed that the remaining
accrued amount, $- was not deductible under
subsection 182(f).

In an internal memorandum datedr
B ¢ "[0]f this [$ amount, $

was attributed to the 'gravity component' by the Government.

Therefore, the economic benefit portion of this payment equals
$ " _Similarly, a disclosure statement faxed from [jor
stated:
1} During ' fwhich is the
successar to agreed to U.S. Civil Penalties for

viclation of the Clean Water Act 33 USC Sec. 1251 in the
amount of $ and recorded on its [ books that
amount of expense. The penalty that was negotiated between
the parties was composed of an Economic Benefit component of
SHHIEEE :nc¢ = Gravity component of $ The Economic
Benefit component was deducted on the Form 1120, The
Gravity component of S_ was not deducted as it is
nondeductible under IRC 162(f).

(-‘S reference to the "Gravity component" refers to the "extent
and gravity of the violation." 33 U.S.C. § 1319(g) (3).)

n [} I czid the Penalty.

The Service disallowed the $_deduction, asserting
that none of the Penalty was deductible under subsection 162 (f).
responded that it "would be willing to agree that the
$ economic benefit portion of the penalty should be
deductible in [jjffvten it was paid rather than in [JJllwhen it was
accrued." Protest, p. 37.

‘2 The Advance Pavment

As a result of its litigation with the Environmental
Protection Agency, [Jibvilic a wastewater treatment plant. While
the plant was being built, discontinued its own preoducticn of
a plgment called and needed another source of
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on I, [ - entered a

License Agrezment ard a Qualification and Testing Agreement. Under
Article 2 of the Licence Agreement, [ erantec -
"non-exclusive" license to use -'s technology concerning -
Bl c:ctective only upon execution of a Supply Agreement. Under
Arzicle 3, [zoreed to pay M 3 for the license

(the License Fee). The agreement provided no term for the licence.

Under paragraph l.c of the Qualification and Testin
Rgreement, the parties agreed that if -produced hof
suificiency quality, they would enter into the Supply Agreement.

Under paragraph 2.a, [ zoreed to rav R 5
{th2 Advance Payment) as a "prepaid volume discount.”

oOn . I 2n< entered the Supply
Agreenment. Jnder paragraph 1l.a, agreed to buy its "purchase
reqiirements" of |G ~:ich it estimated toc be
per vear. (We are simplifying the computation,
which actuzlly concerned various forms of
paragraph 1.b, |l promised to buy ]
in each of the follcwing years,
paragraphs 2.a.il and 1l.a, agreed to refund of the
s LEdvance Fayvment for any year in which did not buy
of NN :-iess il s failure to purchase
this minimum amount was due to causes bevond -'s reascnable
control. Under paragraph 2.b, any purchases by [l from third
parties during a period when was excused from performing due
to forces bevyond s reasonable control would be counted toward
the mirnimum.

None of the agreements addressed any interest earned on the
Pdvance Payment. Trere were no restrictions on 's use of the
Advance Payment. [[JJliprovided no security for 1ts repayment.
Examination stated that the Advance Payment was "deposited into
B - :ccount. llllhad full use of the funds
without any restrictions, nor did the above agreements set forth
anv restrictions on the use of the monies received." [Jldid not
dispute this statement.

In -, recognized the $_License Fee as income.
In each of the vears, [ throuah Bl cought at least
the minimum amount cf ||EGG—_—_.—Grc recognized S|EGGc:

the Advance Payment &as lncome.

Since then, -has constructed its wastewater treatment
plant and resumed its own production of ||} NGB
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_Examination concluded that [} should have recognized both the

$_T—-.-:1vance Fayment and the SqLicense ree in |
and that the two pavments are inseparakle. responded that the
Edvince Paymznt and the License Fee are separable because they were
negotiated in good fzith and subject to separate agreements.

ANATYSTS

11y  The Service properliv disallowed s _deduction of the
Penalty.

Subsection 162{f) prohibits the deducticon of "any fine or
similar penalty paic to a Government for the violation of any law."
£ "fine or similar rpenalty" includes an amount "[plaid in
csetzlement ¢l the taxpayer's actual or potential liability for a

fine or penait; (civil or criminal).” Treas. Reg.
§ 1.1682-21(k. (1) (iii). However, "[clompensatory damages . . . paid
to a governm=nt do rnot constitute a fine or penalty." Treas. Redq.

§ 1.162-21(b: (2).
paid the Penalty in settlement of its potential liability
undar section 309 of the Clean Water Act, which provides the

following factors for calculating civil penalties:

(d) Civil penalties. Any person who viclates

section 391 . . . [or] 307 . . . of this Act . . . shall be
subject to a civil penalty not to exceed $25,000 per day for
each vioslation. In determining the amcunt of & civil penalty

the court shall consider the seriousness of the violation or
viclations, the ecconomic benefit (if any) resulting from the
viplation, any history of such viclations, any gocd-faith
efforts to comply with the applicable requirements, the
economic impact of the penalty on the viclater, and such other
matters as justice may require. 33 U.s5.C. § 1319(d)}.

We have no facts to dispute -s assertion that | EGNNGK-:
the Penalty was based on "the economic benefit (if any) resulting
from the viclation." This assertion is consistent with the page 2
of the Consent Decree, which stated that the total amount of the
Penalty, S| vzs "being based in large part upon the
alieged economic benefit enjoyed by Defendant as a result cf the
acts complained of by Plaintiffs."™ It is also consistent with

s statement in its internal memorandum that, "[ojf this
[s amount, S_Was attributed to the 'gravity
conmponent' by the Government. Therefore, the economic benefit
portion of this payment equals $_. "
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In a similar casze, the Claims Ccourt held that a penalty, which
was largely based on the economic benefit enjoyed by a viglator of
the Clean Water Act, was punitive and not deductible. Colt Indus.,

Inc. 7. United States, 11 Cl. Ct. 140, 147 (1986), aff'd,

880 F.2d 1311 (Fed. Cir. 1989). 1In Colt, a subsidiary corporation,
Cruczible, Inz., manufactured steel products in Pennsylvania. The
Environmental Protection Agency recommended seeking penalties under
section 308 of the Clean Water Act. 11 Cl. Ct. at 140-41;

23 37.5.C. § 1319(d). (-'s Penalty was also based con that
stature.} The Enviicnmental Protecticon Agency alsc reccommended
seeking penalties urder the Clean Air Act, which provides similar
facrors for calculating civil penalties:

{e) Penalty assessment criteria. (1) In determining the
amount of any penalty to be assessed under this section
the Administrator or the court, as appropriate, shall take
inte consideration (in addition to such other factors as
iustice may recuire} the size of the business, the economic
impact of the penalty on the business, the violator's full
conmpliance history and geod faith efforts to comply, the
duraticn of the violation . . ., pavment by the violator of
penalties previously assessed for the same violation, the
economis bkenef:t of nonceompliance, and the seriousness of the
violation., 42 U.S.C. § 7413.

The Environmental Protection Agency calculated Crucible's potential
penalty by allocatirg 54,860,000 to Crucible's econcmic benefit,
5577,000 to the environmental harm, and $150,000 to Crucible's
recalcitrance. Id. at 142. Discounting the total amcunt of the
potential penalty based on litigation hazards, the parties agreed
to a 351,600, 703 penelty. Id.

The Claims Court held that the $1,600,000 penalty was punitive
and not deductible under subsection 1€2(f). Id. at 147. Examining
the legislative histcry of the Clean Rir Act, it ccncluded that the
punitive purpose of the penalties outweighed the ccmpensatory
purpose. Id. at 14£-45. It stated that "[tlhe legislative history
of the Clean Water Zct does not provide significant insight into
the question regarding the punitive nature of section 309(d) of the
Act, 33 U.s.C. § 1319(d)." Id. at 144. Because the legislative
history referred to the Clean Air Act penalty provisions, the court
incorporated by reference the punitive objective. Id. at 144-45.

The Claims Court's reasoning in Colt has not been weighed by
other courts. However, commentators aygree that Colt was correctly
decided by the Claims Court. One commentator has concluded that
"{+ he Claims Court decision [in Colt] was correct in its
me-hodology and result.”" Edwin G. Torres, Note, Deductions of
Civil Penalties Under Section 162(f)l: Zolt Industries, Inc. v.
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Unized States, 43 Tex Lawyer 823, 834 {1990}). Another commentator
suqggyests that the decision was correctly decided but wrongly
reascned: "While the asserted legislative intent did not support
denial of deductions in five cof seven cases,-examination of the
rature of the remedy supports the decisions. In ncne of those
cases was the measure of the remedy lcss to either the government
or the victim." F. Philip Manns, Jr., Internal Revenue Code
Secrzion 162 (7): Wher Does the Pavment of Damages to a Government
Punish the Fzyzr?, 23 Va. Tax Rev. 271, LEXIS, at 116 (Fall 1993).

The Regulations conclude that a penalty impcsed under another
section of the Clearn Water Act was not deductible. Treas. Reg.
§ 1.162-21(cj, Ex. .2): 33 U.s.C. 1321(b) (6). That penalty was
based on similar factors:

:8) Determinaticon of amcunt. In determining the amount of a
civil penalty under paragrephs (€; or (7), the Administrator,
SJecretary, or the court, as the case may be, shall consider
~he seriocusnes:s of the violation or vieclations, the economic
benefit to the violator, if anv, resulting from the violation,
the degiee of culpability involved, any other penalty for the
same incident, any history of prior violaticns, the nature,
extent, and deuree of success of any efforts of the viclateor
o minimize or mitigate the effects of the discharge, the
economic impact of the penalty on the violator, and any other
matters as justice may require. 33 U.S5.C. 1321(b) (8).

Based on Celt and on this example in the Regulations, we
conzlude that = Penalty is punitive and not deductible under
subsection 1&2 (f). 1In particular, we apply the Claims Court's
reasoning:

Plaintiff argues that the economic benefit factor in essence
is restitution for damage to Pennsylvania's air and water.
Plaintiff does not explain how removal of its ecconomic benefit
is a restituticr. for injury caused by pollution. 11 Ct. Cl.
at 145.

The Penalty, which wzs based on -s economic benefit from its
poirution, is not restitution for the injury caused by its
poilution.

Honetheless, because this issue remains unaddressed by other
courts, there are litigation hazards. We assume that [jwoula
choose to litigate this issue in Tax Court or in District Court and
to avoid the Claims Court which decided Colt. Any decision by the
Tax Court or the District Court would he appealable to the Ninth
Circuit Court of Appeals. While the Ninth Circuit may give some
weight to the Claims Court's reasoning, the Ninth Circuit would not
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ke bound by it. In addition, the Ninth Circuit may be distracted
by the highly unusuel reasoning of Federal Circuit Court in the
appeal of Colt. The Federal Circuit Court ceoncluded that it is the
"sFfrice" of the Commissioner, not the courts, to determine whether
the purpose of a civil penalty is compensatory or punitive.

£39) F.2d at 1314. The Ninth Circuit wculd undoubtedly disagree
with that conclusior.. Talley Indus., Inc. v. Commissioner,

1145 F.3d 382, 385-8¢ (9th Cir. 1997), rev'g and remanding

T.C. Memo. 1994-608, con remand, T.C. Memo. 1999-200.

Bl rzy attempt to distinguish the facts in Colt. In their
pleadings, the plaintiffs stressed that their purpose in seeking
the penalties and an injunction was to encourage compliance with
the Clean Water Act: "Without the imposition of appropriate civil
penalties and the issuance of an injunction, there is a reasonable
lixel:ihood that Defendant will continue to violate the Clean Water
20t to the detriment of Plaintiffs, their members, and the public
cznerally." First fmended Complaint, p. 9, 1 25. The Tax Court
has stated that subsection 162 (f) does not prohibkit the deduction
¢f 5 penalty imposecd for the purpose of encouraging compliance:

if a civil penalty is imposed for purposes of enforcing the
iaw and as punishment for the violation thereof, its purpose
is the same as & fine exacted under a criminal statute and it
'similar' to a fine. However, 1if the civil penalty is imposed
ro encourage prompt compliance with a requirement of the law,
or as a remedizl measure to compensate another party for
expenses incurred as a result of the violation, it does not
serve the same purpose as a criminal fine and is not 'similar'
o a firne within the meaning of secticen 162(f). Scouthern Pac.
Transp. Co. v. Commissioner, 75 T.C. 497, 652 (1980G).

Such an attempted distinction wcould not be meaningful. As
staved by the Tlaims Court in Colt, every penalty encourages
compliance:

Lvery civil penalty has a remedial aspect, in the sense that
it is to deter violations and encourage compliance with the
iaw. If a remedial purpose were enough to take a civil
penalty payment out of the ambit of section 162(f), then
virtually nc civil penalty would be subject to

section 162(f) . . . . 11 Cl. Ct. at 146.

We distinguish the authorities cited by |l [Jjaralogizes
to the penalty imposed on a nonconforming vehicle under the Clean
Bir Act. Rev. Rul. &8-46, 1988-1 C.B. 76. Under section 205 of
the Clean Air Act, & person who sells a vehicle that is not covered
bty a certificate of conformity must pay a civil penalty. The
zmount of the penalty is based on the amount a conforming
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manufacturer would spend to meet the emission standard. = 42 U.S.C.
§ 7524: 40 C.F.R. & £€6.1113-87. The Service concluded that the
pantlty "is primarily designed as a permissive and equalizing
farruia to eiliminate the competitive economic advantage that a
nonconforming producer might otherwise have over a conforming
croducer." In other words, payment cf the penalty is merely a
charge for nonconformity. Thus, the penalty was not punitive and
was deductibie.

In distinction, [} s Penalty is not in the nature of a toll
charge or fee for pclluting., [Jlcites no similar statutory
rrovision indicating that the Penalty, which was imposed under
23 .5.C. & 1319(d), was merely a charge for -'s
"nonconformity."

als: analogizes to S&B Restszurant, Inc., v. Commissioner,
73 7T.C, 1226 (1980). In S&B Restaurzrnt, the taxpayer agreed to
mak2 rneonthly pavyments under Pennsylvania's Clean Streams Law until
the town's sewer system was constructed and the taxpayer was
connhected te that svstem. Id. at 122%. The Tax Court held that
the purpose «f the payments was to permit the taxpayer to continue
to> discharge sewage, not to punish the taxpayer. The Court cited
four factors:

Tirst, the petitioner was obligated to connect into the
municipal sewer system when it became available and the
pavments were to continue only until such time. The
indefiniteness ¢f the total amgunt of the payments makes them
distinguishable in some degree from a fine or penalty which is
usually in a fixed amount. Second, the amount of the payment
was fixed upon the basis of what the representative of the
Commonwealth of Pennsylvania (Kates) believed would have been
the charges petitioner would have had to pay 1f the municipal
facilitv had been available. Third, the State would have
attempted to block any attempt by petitioner to construct its
own sewage treatment facilities. Fourth, Kates was given to
understand that no practical environmental harm would be cause
by petitioner's continued discharge of sewage waste. Id. at
1232-33 (footnote omitted).

None of these fcur factors apply to [jjf s Consent Decree.
First, the amount of the Penalty was fixed. Second, the amount cf
tne Penalty was based on "the alleged economic benefit enjoyed by
Defendant as & result of the acts compliained of by Plaintiffs.™
Third, no governmental entity blocked JJf s compliance with the
Clean Water Act. Necr did the Consent Decree permit to
continue its proscribed conduct. On the contrary, agreed to
an extensive compliance program. With respect to the fourth
factor, the existence of environmental harm, the parties disagreed.
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-asserts that "[s]imilar to the taxpayer in 3S&B Restaurants,
supra, |GG ich is the successor to
contended that because its alleged nonconformity presented no
problems for the treatment processes of any public water works
system, no measurabie environmental harm occurred as a result of
its wastewater discharges." Protest, at 9 33. Hcwever, the
Consent Decree does nct state that the violations of the Clean
Water Act resulted iIn no environmental harm. Indeed, the
rlaintiffs repeatedliy alieged that the violations adversely
efrfected public heaith. E.g., First Amended Complaint, pp. 5-€,
%9 5, 16. Because the Consent Decree "is silent on the subiject of

the characterization of the settlement payment. . . . petitioner
'suffers the consequence' if evidence to establish entitlement to
the disputed deduction is lacking." Talley Indus., Inc.,

T.C. Memo. 1999-200 (citing Talley Indus., Inc., 116 F.3d
at 387-88).

Finally, -ar:alogizes to Mason and Dixon Lines, Inc. v.
United States, 708 F.2d 1043 (é6th Cir. 1983). In Mason and Dixon,
the taxpaver was charged with a misdemeanor under Virginia law and
fined for operating overweight trucks. Id. at 1044; Va. Code Ann.
§ 45.1-16¢ (Michie 1€74). The taxpayer was required to pay
"ligquidated damages," based on the amcunt of excess weight.

703 F.2d at 1044. The court held that the liquidated damages were
not penalties under subsection 162(f). Id. at 1048.

We could quibble with some of the reasoning in Mason_and
Lixon. The court reascned that the actual use of the liquidated
damages for the construction and maintenance of highways showed
that the damages were compensatory. Id. at 1047. While the actual
use of [JJif 5 Penalty under the Clean Water Act is unclear, it is
hard to imagine a "purnitive use." However, we agree with the
court's conciusion. Although not expressly considered by the
couvt, one of the s lements of liquidated damages in general is that
"the amount is reascnable in light of the anticipated or actual
harm caused ky the bkreach." U.C.C., § Z-716({(1). 1In other words,
the term "ligquidated damages" implies that the amount of the
liquidated damages approximates the amount cof the actual damages.
In distinction, damages under the Clean Water, 33 U.S5.C.

§§ 1319(d}, are not called "liquidated damages."
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(2) - -should have recognized all $_of the Advance
Fament as income when- received the Advance Pavment in R

Under tie general rule for all taxpayers, gross income
inciudes all income from whatever source derived., I.R.C. § 61(a).
In addition, amounts received under a claim of right, without
restriction zs to their disposition, are taxable when received,
even though the taxpaver may have a ccentingent obligation to
restore the funds at some future point. North Am. 0il Consol. v,
Burnet, 286 U.S. 417, 424 (1932).

In North American 0il, the Supreme Court required the taxpayer
to include in gross income for 1917 the amount received as a result
cf a favorable judgrent, although litigation over the taxpayer's
right to the income continued until 1922:

If a taxpaver recelves earnings under a claim of right and
without restriction as to dispesition, he has received income
which he is recuired to return, even though it may still be
claimed that he 1s not entitled to retain the money, and even
though he may =till be adjudged liable to restore its
equivalent. 286 U.S. at 424,

As more recently stated by the Tax Court, "it is well settled
thar amounts received under a claim of right, without restriction
&s *o their disposition, are taxable when received, notwithstanding
that the taxpavser may be under a contingent obligation to restore
the funds at some future point." Professicnal Ins. Adents of
Michigan v. Tommissicner, 78 T.C. 246, 279 (1982), aff'd, 726 F.2d
1097 (6 Cir. 1984} .

Under the general rule for accrual method taxpayers, income 1is
included in aross ircome when all the events have occurred that fix
the right to receive such income and the amount thereof can be
determined with reasonable accuracy. Treas. Reg. § 1.451-1{(a).

21l the events that fix the right to receive income occur when

(1) the required performance occurs, (2) payment is due, or

(3} payment is made, whichever happens earliest. Rev. Rul. 74-607,
1374-2 C.B. 149. Mcreover, an advance payment of income is
incliuded in gross income in the year the advance payment 1is
received because deferral would not clearly reflect income.

Schiude v. Commissicner, 372 U.S, 128, 137 (1263).

Under these gereral rules, [Jjshould have included the

¢ Aavance Fzyment in gross income when [l received it in
] received the Advance Payment under a claim of right,
wirthout restricticn as to its disposition. Deferring inclusion of

that amount ror up to four years would not clearly reflect [Jif s
income.




cC:: t:-~-1015-98 . page 12 .

We consider twce exceptions to these general rules: trade
discounts anz deposits. '

Trade Discounts

- argued that these general rules do not apply because the
Advznce Payment was a "potential velume discount or a reduction in
future cost cof goods sold." Protest, p. 24. However, -cited no
cas=a in which a trace discount was pald in a year prior to the vear
cf the purchzse. [l raid the Advance Payment from [ to

years before [JJj purchased the I

In trade discount cases, either: (1) at the time the goods
were purchased, the seller accepted from the buyer a sum less than
the billed amount as payment in full at the time the goods were
1 hased; or (2) the buyer paid the seller the full amount billed,
Fuz thereafter the seller remitted to the buyer a pertion of the
turer's payment, E.cg., Dixie Dairies Corp. v. Commissioner,

T4 T.C. 476 1980), acqg. 1982-2 C.B. 1; Haas Brothers, Inc. v.
Commissioner, 73 T.C. 1217 (1980), acg. 1982-2 C.B. 1; Pittsburgh
Mil: Co. v. “ommissicner, 26 T.C. 707 {(1%56}), acg. 1982-2 C.B. 2;
gohn Graf Co. v. Commissioner, 39 B.T.A, 379 (12392).

Courts would be quite reluctant to permit a taxpayer to defer
the inclusion of a payment as a trade discount beycnd the year of
its receipt. As stated by the Supreme Court, tax 1s assessed "on
the basis of annual returns showing the net result of all the
taxpayer's transactions during a fixed accounting period, either
the calendar year, cr, at the option of the taxpayer, the
particular fiscal year which he may adept." Burnet v. Sanford &
Erovks Co., 782 U.5. 359, 363 (1231). The Court explained:

A taxpayer may be in receipt of net income in one year
and not in another. The net result of the two years, 1t
combined in a single taxable period, might stilil be a loss;
but it has never been supposed that that fact would relieve
him from a tax on the first, or that it affords any reason for
postponing the assessment of the tax until the end cof a
lifetime, or for some indefinite period, to ascertain more
precisely whether the final outcome of the period, or of a
given transacticn, will be gain or a loss. Id. at 364.

Within the next vear, we may have the first court decision
addressing suppliers payments' made in years prior toc the
taxpayers' purchase of the goeds. TAM 9718005 (January 10, 1987).
This summer, such a case was docketed for trial before the Tax
Court. The common thread in all of the suppliers' agreements was
that the grocery stcres agreed that each supplier would be its sole
source for those gocds. In exchange, the suppliers paid the




cc: GG r-v-1c18-9¢ page 13

crocery stores "disccunts," "unearned advance allowances,"
"pclacement allowances," "incentive payments," and "advances." Some
¢f the suppliers recuired the grocery stores to do more, such as
maintain a minimum smount of shelf space for those goods or promote
"tho.:e goods.

Our position in that case 1s that the advance payments should
ke taken int< accourt as income in the year of receipt. Those
sole-supplier arrancements, for which payments were made on
execution of the agreements rather than periodically as the grocery
stores bought the gcods, undermine the conclusion that the payments
are exclusively for trade discounts.

In its NG -ttcr, [lzttenpted to distinguish

TAM 9719005 by asserting that -was not the sole supplier. We

disagree. Under paragraph l.a of the Supply Agreement agreed
to buy from [JJlits "purchase reguirements" of d which
Letimated to . [NMSSESSNSENNEN o-: yoar. Thus, under
California's Uniforr Commercial Code, -was obligated to buy its
good faith requirements not unreasonably dispropcortionate to the
esTmated amcunt:

§ 2306. CQutput, Requirements and Exclusive Dealings. (1) A
rerm which measures the quantity by the output of the seller
or the regquirements of the buyer means such actual output or
requirements as may occur in gocd faith, except that no
quantity unreaschnably disproportionate tc any stated estimate
or in t:.e abserce of a stated estimate to any normal or
otherwise comperable pricr output or requirements may be
tendered or demanded. Cal. Com. Code § 2306 (West 1964).

We recognize that the Supply Agreement is not a model of
clarity. Unger paracraph l.a of the Supply Agreement,

[
estimated its requirements to be of |GG

ga2>» vear. Under paragraph 1.b, agreed to purchase a minimum
iiIIIIIIIIIin

cft per year. If could buy

excess of vear from a third party, then 5
estimate of :ts requirements to be |G- *
per year was a superfluity. However, this ambiguity does no

change our conclusicn that was cbliged to buy its
"requirements" of from -

Nor does the nonexclusive nature of the license change our
conclusion. Licence Agreement, Art. 2. That |Jlicould sell the
technology to others is not necessarily inconsistent with its
cbligation to buy its requirements of from For
example, the parties anticipated that Muyh
from "third parties" when ﬁwas excused from performing due to
forces beyond its control. Supply Agreement, I 2.b.
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Bl ::s attenpted to distinguish TAM 9719005 because -
r.ot obliged to do more, such as maintain a minimum amount of shelf
space for the | or promote the sale of [ NG v-
r2ject this distinction. First, not all of the grocery stores were
cbllgated to do more. TAM 9719005, n.3. As summarized by the
Service, "[ajt the hLheart of the dispute is the federal income tax
consequences of thaese lump-sum cash payments and the contractual
clauses granting the various vendors the status of exclusive or
primary supplier." fecond, we do not know whether -was

cbliigated tc do more. provided rnc substantiaticn for its
gllocation of 3 as the Licenss Fee and S_ as the

Fdvance Paym=nt. Thus, we cannot tell what portion of the
$_-paici for the sole-provider status and what portion

-paid for the l:cence.

-compared tl:e Advance Payment to an inducement to purchase.
Freedom Newsrcapers v, Commissicner, T.C. Memo. 1977-429 (1977). 1In
13953, the taxpayer bought the Jackson County Floridan and three
cth:r Floridz newspapers. To induce the taxpayer's purchase of the
Floridan, a :roker led paid $100,000 into escrow and promised that
this amount would be pald to the taxpayver if the broker could not
geil the Ficridan for its cost within a vear. 1In 1971, after the
kroker had keen unakle to sell the Flcridan, the taxpayer received
the $100,000. The Court held that the $100,000 was not incocme to
tnhe taxpayer in 197-. Instead, the $100,000 was a reduction to the
Taxpayer's basis in the Floridan.

Freedom Newspavers does not support [Jfs position that an
indicement cr discount paid before a purchase is ncot income on

payment. In Freedom Newspapers, the inducement was paid two years
afrer the purchase, not before the purchase.

Depesits

An argument that -ma\_l raise is the Advance Payment was not
gross income when received because it was a deposit. Although -
Las not yet articulated this argument, [JJj characterized the
Advance Payment on its books as a deposit.

Generally, if the payor controls the conditions under which a
caposit will be repazid, the payment is not income to the recipient.
Commissioner v. Indisnapolis Power & Light Co., 483 U.S5. 203, 210
{1990). On =he other hand, the payment is income to .the recipient
if the recipient "has some guarantee that he will be allowed to
keeuv the money" and thus has "complete deminion" over the money.
Id.
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For example, ir Indianapolis Power & Light, the utility
raqilred some of its customers to pay deposits. 493 U.S. at 204.

Eowaver, ,each customer controlled the timing and the method of the
refund of his deposit. Id. at 211. The Court held that the
deposits were not ircome on receipt because the utility did nct
have complete dominicn over the deposits. Id.

The Advance Pavment was not a deposit because -had
complete dominion cver it. -s obligatien to refund the Advance
Payment was contingent on whether [Jjrurchased the minimum amount

cf I B ot B controlled whether Jllpurchased

that minimum amount.

Hs Advance Payment is similar to the $6,700, 000 payment
that the Los Angeles Raiders received from the Los Angeles Memcrial
Coliseum Commission. Milenbach v, Commissioner, 106 T.C. 184
{1996) . In Hilenbach, the Raiders had to repay the $6,700, 000
payment from revenues received from the operation of luxury suites
to be constructed by the Raiders at the Coliseum. Id. at 187.
Baeczuse the construction of the suites was within the sole control
cf the Raiders and there was no default or alternative payment
provision, the Court found that the Raiders had the ability to
control the repayment. Id. at 197. Therefore, the Ccurt held that
rpavment was income cn receipt. Id.

In sum, we may debate which doctrine dictates our conclusion:
cid have a claim of right to, or complete dominion over, the
rdvance Paym=nt? However, the conclusion i1s not debatable. The
Advance Payment was not a trade discount under Plttsburqh Milk Co,
26 T.C. at 7:7, and it was income on receipt.

In accordance with CCDM{35)3{19)4, we are furnishing a copy of
this advisory opinicr applying well-settled principles of law to
the Assistant Chief Counsel (Field Service) for 10-day

post-issuance review. Please call me at _ . B it

you have any questicns.

District Counsel

By:

Attorney




